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CHAPTER   I 
INTRODUCTION 

A  performance  audit  of  state  agency  use  of  contracted  services 
was  requested  by  the  Legislative  Audit  Committee  in  November  1986. 
This  report  outhnes  our  findings  and  recommendations  as  a  result  of 
our  audit. 

OBJECTIVES  OF  AUDIT 

The  objectives  of  our  performance  audit  were  to: 

1.  determine  the  extent  contracted  services  are  used  by  state 
agencies; 

2.  review  agencies  compliance  with  state  laws  and  rules 
regarding  use  of  contracted  services; 

3.  determine  if  agencies  using  independent  contractors  are  in 
compliance  with  employment  status  regulations; 

4.  determine  if  expenditures  coded  to  the  contracted  services 
category  are  appropriate  on  the  Statewide  Budgeting  and 
Accounting  System  (SBAS); 

5.  identify  and  evaluate  the  coding  of  specific  contracted 
services; 

6.  determine  if  agencies  have  adequate  internal  poUcies  and/or 
procedures  pertaining  to  use  of  contracted  services;   and 

7.  identify  and  evaluate  procedures  used  to  manage  contracted 
services . 

SCOPE  OF  AUDIT 

The  audit  was  conducted  in  accordance  with  generally  accepted 
governmental  performance  auditing  standards.  The  audit  addressed 
contracted  services  for  fiscal  year  1985-86.  Although  we  reviewed 
expenditures  during  our  audit  work,   it  was  not  a  financial  audit. 

As  part  of  our  performance  audit  work  we  reviewed  expenditures 
and  statistics  to  determine  the  level  of  contracted  services  activity. 
We  then  visited  a  number  of  state  agencies  and  reviewed  a  sample  of 
contracted  services  transactions. 


We  identified  definitions  and  requirements  related  to  contracted 
services  to  provide  criteria  for  our  review.  These  criteria  were  tested 
at  every  agency  visited  to  determine  state  agency  compliance.  Audit 
memorandums  were  sent  to  each  agency  after  our  review  was 
completed  to  communicate  specific  findings  to  agency  personnel. 

We  examined  agency  management  controls  over  contracted  service 
expenditures.  Management  controls  include  selection  procedures  for 
contracts,  reasonableness  of  contract  amounts,  contract  monitoring, 
and  consistency  in  contracting  methods. 

AUDIT   PROCEDURES 


We    selected    a    sample    of    15    state   agencies.       Our   selection   of 
agencies  to  be  evaluated  was  based  on  three  factors: 

1 .  total  dollar  amount  expended  for  contracted  services  in 
fiscal  year  1985-86; 

2.  high  percentage  of  contracted  services  as  compared  to 
total  expenditures;   and 

3.  high  dollar  amount  of  specific  categories  in  contracted 
services . 

The    following    list    identifies    those    agencies    reviewed    and    the 

amount  expended  on  contracted  services. 


CONTRACTED  SERVICES  EXPENDITUKES  FOR 
AGENCIES  AUDITED 

Agency  FY  1985-86 

Department  of  Administration  $3,2A7,298 
Department  of  Commerce  2,236,7A3 
Department  of  Fish,  Wildlife  and  Parks  2,662, 1A7 
Governor's  Office  380, A03 
Highway  Traffic  Safety  Division- 
Department  of  Justice  234, 31A 
Department  of  Justice  1,519,580 
Montana  Historical  Society  197,368 
Montana  State  Prison-Department  of  Institutions  393,037 
Montana  State  University  5,891,209 
Department  of  Natural  Resources  and  Conservation  1,509,588 
Office  of  Public  Instruction  387,046 
Department  of  Social  and  Rehabilitation  Services  6,3A3,931 
State  Auditor's  Office  535,090 
University  of  Montana  3,485,628 
Workers'  Compensation  Division-Department  of 

Labor  &  Industry  1,619,847 

$30,643,229 

Source:   Compiled  by  the  Office  of  the  Legislative  Auditor 

Illustration  1 


Thirty  of  87  Contracted  Services  categories  were  chosen  for  review 
based  on  dollar  amounts  expended,  and/or  type  of  category.  This 
resulted  in  reviewing  categories  which  accounted  for  70%  of  total 
fiscal  year  1985-86  contracted  service  expenditures.  Approximately 
107,000  Contracted  Services  transactions  totaling  $66,022,875  were 
recorded  in  fiscal  year  1985-86.  This  amount  accounts  for  about  4%  of 
all  state  expenditures.  The  following  illustration  Usts  the  selected  30 
categories  and  the  amount  expended  for  all  state  agencies  during  the 
audit  period. 


EXPENDITURE  LEVELS  FOR  SELECTED 
CONTRACTED  SERVICES  CATEGORIES 

Category  FY  1985-86 

Consultant  and  Professional  Services  $17,054,571 

General  5,372,167 

Computer  Processing  Production  A, 204, 905 

Medical  Services  2,291,462 

Printing/Other  Provider  2,225,283 

Fire  Suppression  Services  2,222,546 

Food  Service  Expense  2,190,889 

Janitorial  and  Caretaker  Services  1,353,771 

Commissions  1,314,812 

Board  and  Room  1,253,801 

Laboratory  Testing  1,114,613 

Information  System  Development  960,071 

Contracts  with  Non-Profits  736,797 

Legal  Fees  and  Court  Costs  663,334 

Private  Legal  Counsel  596,519 

Photographic  Services  461,597 

Education  and  Training  274,705 

Information  System  Support  250,173 

Honorariums  246,525 

Laundry  183,768 

Security  Protection  157,836 

Clinic/Seminar  Expenses  147,982 

Ambulance  Service  144,809 

Consultant  and  Other  Travel  128,483 

Secretarial  Service  126,815 

Work  Study  Contracts  121,248 

Written  Examination  Fees  60,614 

Promotional  Aids  57,306 

Exhibiting  34,490 

Publicity  19,545 

Total  $45,971,437 

Source:    Compiled  by  the  Office  of  the  Legislative  Auditor 

Illustration  2 

Once  the  sample  of  agencies  and  categories  was  chosen,  we  then 
selected  a  sample  of  transactions  for  review  at  each  sampled  agency. 
Sample  transactions  for  each  agency  were  chosen  based  on  dollar 
amount,   frequency  of  occurrence,   etc. 

COMPLIANCE 

As  part  of  our  audit  we  reviewed  compliance  with  laws,  Montana 
Operations    Manual    policies,    and    Management    Memos    issued    by    the 


Governor's  Office  relating  to  contracted  services.  Management  Memos 
used  include  4-81-4R  (new  number  is  4-84-04) ,  4-83-lR  (new  number  is 
4-85-11),  and  4-81-3R  (new  number  is  4-84-03).  We  will  use  the 
original  number  when  referring  to  these  memos.  We  found  a 
significant  number  of  instances  of  noncompliance  with  these  laws  and 
policies  during  our  testing.  This  noncompliance  and  the  specific  laws 
and  policies  are  discussed  later  in  this  report.  For  items  we  did  not 
specifically  test  for  compliance,  nothing  come  to  our  attention  that 
would  indicate  significant  instances  of  noncompliance. 


CHAPTER   II 
BACKGROUND 

This  chapter  provides  an  overview  of  contracted  services.  It 
outlines  type  of  services  and  gives  a  brief  explanation  of  the 
budgeting  process.  Contracted  services  are  used  by  state  agencies  for 
a  variety  of  reasons,  including  an  additional  need  for  technical 
expertise,  a  need  for  an  independent  opinion,  or  a  need  to  compensate 
for  lack  of  resources.  Each  agency  determines  its  own  use  of  these 
services  and  establishes  budgets  accordingly. 

CONTRACTED  SERVICES 


Title  18,  MCA,  details  the  requirements  for  use  of  public 
contracts.  Policies  are  also  established  by  the  Governor's  Office  for 
content  and  filing  of  contracts  in  Management  Memo  4-81-4R. 

Contracted  services  are  not  specifically  defined,  but  are  addressed 
in  Title  18,  Chapter  8,  MCA,  "Procurement  of  Services"-  The 
Statewide  Budgeting  and  Accounting  System  (SBAS)  currently  provides 
for  coding  of  all  contracted  services  into  the  expense  category  2100- 
Contracted  Services.  The  Montana  Operations  Manual  (MOM)  describes 
the  Contracted  Services  expenditure  category  (2100)  as  the  following: 
"Includes  all  expenditures  for  services  rendered  to  a  State  agency  by 
others  (excluding  contracted  services  more  descriptively  identified 
under  other  groups) .  Excludes  equipment  rentals.  Excludes  repair  and 
maintenance    costs."  All    these    expenditures    are    not    necessarily 

supported  by  written  contracts  due  to  their  small  dollar  amounts,  or 
one  time  nature  of  the  expenditures,   etc. 

What  is   Included  in  Contracted  Services? 

The  types  of  services  coded  to  contracted  services  varied  widely. 
Expenditures  were  made  in  the  following  four  areas:  services 
necessary  for  agency  operations,  grant  expenses,  employee 
reimbursements,   and  miscellaneous  activities. 

Agency  operation  expenditures  in  contracted  services  included 
consulting    services    for    computer    programming,     word    processing, 
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proctoring  of  examinations,  and  janitorial  services.  Examples  were: 
computer  processing  for  Medicaid,  word  processing  for  licensing 
information,  cleaning  of  various  district  offices,  and  printing  of 
promotional  pamphlets  for  various  state  programs. 

Some  funds  received  from  grants  are  also  expended  through 
contracted  services  categories.  For  example,  the  Department  of 
Natural  Resources  and  Conservation  received  grants  to  be  used  for 
energy  research  and  dam  construction.  The  Department  of  Fish, 
Wildlife  and  Parks  received  grants  for  studies  of  various  rivers  and 
wildlife  habitats.  Grant  expenditures  were  included  in  contracted 
services  as  payments  made  to  outside  vendors. 

Employee  reimbursements  were  coded  to  contracted  services  for 
various  reasons.  Reimbursements  for  film  processing,  photocopies, 
laundry,  and  travel  were  reported  in  this  category.  Other  related 
expenses  recorded  were  payments  to  interns  working  for  various 
departments . 

Miscellaneous  contracted  services  expenses  included:  trimming 
cattle  hooves  for  Montana  State  Prison  and  dubbing  television 
advertisements.  Other  expenses  recorded  were  meals  at  various 
restaurants,  pilot  expenses  for  research  studies,  and  expert  witness 
fees. 

BUDGETING 


We  found  the  budget  process  for  contracted  services  varies. 
Some  agencies  budget  to  the  2100  category  which  is  the  most  general 
level,  and  do  not  break  the  category  down  by  object.  Other  agencies 
budget  for  individual  contracts  with  an  additional  budget  for 
miscellaneous  contracted  services.  In  addition,  the  Montana  University 
System  budgets  by  department  or  program  for  the  Contracted  Services 
category  rather  than  on  a  university-wide  basis. 


CHAPTER   III 
CONTRACTED  SERVICES  CODING  AND  DEFINITIONS 

During  the  audit  of  contracted  services  we  reviewed  the  coding 
of  transactions  charged  to  the  Contracted  Services  category  of  the 
Statewide  Budgeting  and  Accounting  System  (SBAS).  We  based  our 
review  on  the  codes  and  category  descriptions  available  in  the 
Information  Control  Core  (ICC)  Index  of  the  Montana  Operation's 
Manual  (MOM).  As  a  result  of  this  review  we  have  noted  the 
following  issues  relating  to  the  SBAS  category  of  Contracted  Services. 

CODING   INCONSISTENCIES 

SBAS  is  set  up  to  provide  expenditure  object  codes  so  that 
agencies,  the  Office  of  Budget  and  Program  Planning,  and  the 
Legislature  can  monitor  expenditures.  SBAS  has  separate  categories 
for  different  types  of  expenditures.  For  example,  "Operating 
Expenses"  includes  categories  for  contracted  services,  supplies, 
communications,  travel,  and  repair  and  maintenance,  among  others. 
These  categories  can  be  used  to  monitor  the  funds  spent  on  different 
types  of  expenditures. 

At  13  of  15  sample  agencies  a  number  of  transactions  were  coded 
to  the  Contracted  Services  category  that  should  have  been  coded  to  a 
more  applicable  category.  An  average  of  approximately  10  percent  of 
transactions  tested  should  have  been  coded  to  other  major  expenditure 
areas  rather  than  contracted  services.  The  following  chart  lists 
examples  of  expenditures  of  approximately  $  1,200,000  coded  to 
contracted  services,  which  more  appropriately  belonged  in  another 
SBAS  category. 


CONTRACTED  SERVICES  MISCODINGS 

Appropriate 
Type  of  Expenditure        SBAS  Category  $  Amount 

Supplies  and  Materials         2200  $    20,803 

Employee  Incentives  1308  18,040 

Construction  and  Remodeling    AOOO  99,613 

Maintenance  Contracts         2750  1,075,090 

$1,213,546 

Source:   Compiled  by  the  Office  of  the  Legislative  Auditor 

Illustration  3 

Currently  there  is  a  separate  category  for  repair  and  maintenance 
(2700),  including  a  specific  object  for  maintenance  contracts  (2750). 
The  ICC  Index  defines  the  category  of  Contracted  Services  as  "all 
expenditures  for  services  rendered  to  a  State  agency  by  others 
(excluding  contracted  services  more  descriptively  identified  under  other 
groups) .  Excludes  equipment  rentals .  Excludes  repair  and  maintenance 
costs".  This  description  of  "Contracted  Services"  specifically  excludes 
maintenance  contracts  from  contracted  services.  However,  several 
agencies  code  maintenance  contracts  for  buildings,  grounds,  machines 
and  office  equipment  to  the  object  for  janitorial  services  under  the 
Contracted  Services  category. 

When  supplies  and  materials,  construction,  and  maintenance 
contract  expenditures  are  coded  to  contracted  services,  agencies  show 
expenditures  of  funds  out  of  contracted  services  rather  than  the 
appropriate  expenditure  categories.  This  misrepresents  contracted 
services  for  financial  statement  and  budgeting  purposes .  For  example , 
at  least  $1,075,090  of  maintenance  contracts  were  incorrectly  charged 
to  contracted  services  in  fiscal  year  1985-86. 

Agency  staff  indicated  they  did  not  have  a  clear  understanding  of 
the  difference  between  SBAS  categories,  and  which  transactions 
belonged  to  which  categories.  As  a  result,  each  agency  had  its  own 
definition  of  the  categories.  The  most  common  definition  we  heard 
for  contracted  services  was  "anything  from  an  outside  vendor" , 
including  other  state  agency  vendors  and  vendors  outside  of  state 
government.        However,    another    common    reason    a    transaction    was 


coded  to  contracted  services  was  "it  just  didn't  fit  anywhere  else". 
It  appears  the  agencies  are  not  aware  of  the  category  description  in 
the  ICC  Index;  or,  if  they  are,  they  do  not  understand  the  definition. 
The  Department  of  Administration  (D  of  A)  has  the  authority  and 
responsibility  for  mEiintaining  the  ICC  Index.  Because  agencies  are 
misunderstanding  the  Contracted  Services  category,  D  of  A  should 
contact  agencies  to  soUcit  input.  The  department  should  then,  if 
necessary,  clarify  the  current  definition  and  communicate  the 
definition  to  the  agencies. 

Duplicate  Codes 

In  addition  to  agencies  coding  transactions  to  inappropriate 
categories,  we  also  found  contracted  services  expenditures  that  could 
be  coded  under  two  different  categories.     These  included: 

1.  Education  and  Training  under  Contracted  Services  as  object 
2135,  and  under  Other  Expenses  as  object  2875.  In  addition. 
Clinic  and  Seminar  expenses  are  included  in  the  Contracted 
Services  category. 

2.  Photographic  Expenses  under  Contracted  Services  as  object 
2115,  and  under  Other  Expenses  as  object  2870.  There  is 
also  an  object  code  under  Supplies  and  Materials  for 
Photographic  Materials . 

3.  Medical  Supplies  under  Contracted  Services  as  object  2138, 
and  under  Supplies  and  Materials  as  expenditure  object  2209. 

In  effect,  expenditure  amounts  reported  for  a  specific  expenditure 
category  may  not  be  complete.  For  example,  if  education  and  training 
were  looked  at  only  in  contracted  services  (2135),  the  approximate 
total  for  fiscal  year  1985-86  would  be  $235,000.  However,  the  other 
expenses  category  (2875)  also  contained  $203,197  of  education  related 
expenditures.  These    two   categories   would    not   represent   a   total 

figure  for  education  and  training.  All  categories  at  all  agencies 
contEiining  education  expenditures  would  have  to  be  evaluated  in  order 
to  arrive  at  a  total  figure. 

After  SBAS  codes  were  originally  set  up,  expenditure  object  codes 
were  added  to  SBAS  at  the  request  of  agencies  as  the  need  for  the 
object  arose,   resulting  in  duplication  of  codes  in  different  categories. 
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Department  of  Administration  officials  now  review  existing  expenditure 
object  codes  before  adding  new  ones.  However,  duplicate  codes 
already  in  existence  have  not  been  deleted. 

The  Department  of  Administration  has  authority  to  add  and  delete 
SB  AS  expenditure  object  codes.  Therefore,  the  Department  of 
Administration  should  review  and  delete  duplicated  object  codes  within 
the  2100  category. 

RECOMMENDATION  #1 


WE  RECOMMEND  THE  DEPARTMENT  OF  ADMINISTRATION: 

A)  SOLICIT  INPUT  FROM  STATE  AGENCIES  REGARDING  THE 
DEFINITION  OF  CONTRACTED  SERVICES; 

B)  CLARIFY  THE  DEFINITION  OF  CONTRACTED  SERVICES; 
AND 

C)  REVIEW  AND  DELETE  DUPLICATED  EXPENDITURE  OBJECT 
CODES  WITHIN  THE  2100-CONTRACTED  SERVICES 
CATEGORY. 


INCONSISTENCIES  IN  CONSULTING  AND  PROFESSIONAL  SERVICES 

In  auditing  the  sampled  agencies,  there  were  inconsistencies  in 
how  professional  and  consulting  services  were  interpreted  by  the 
agencies.  Depending  on  which  type  of  service  it  was  interpreted  as, 
the  purchasing  procedures  would  differ.  We  found  types  of  contracted 
services  at  some  agencies  were  selected  using  consulting  services 
guideUnes  and  at  other  agencies  these  same  services  were  selected 
using  purchasing  guidelines  or  the  services  were  considered  exempt 
from  the  selection  process.  This  problem  appears  to  be  occurring  due 
to  unclear  definitions. 

One     area     of     contracted     services     is     consulting     services. 
Consulting  services   are   defined   in   section   18-8-102,    MCA,    as    "the 
human  service  of  studying  or  advising  an  agency  under  an  independent 
contract".        Consulting  services  laws  do  not  apply  to  employment  of 
the  following  exempt  professions: 
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1)  re^stered    professional    engineers,    surveyors,    real   estate 
appraisers,   or  registered  architects; 

2)  physicians,   dentists,   or  other  medical,    dental,   or  health- 
care providers;   and 

3)  expert   witnesses   or   attorneys   as   specified   by  executive 
order  of  the  Governor. 

Consulting  services  also  do  not  include,  by  law,  services  for  "the 
making  of  periodic  or  routine  reports  or  the  collection  of  routine  data 
necessary  to  the  functioning  of  a  state  agency  or  its  programs  or 
necessary  for  the  proper  monitoring  or  private  providers  of  human 
services  regulated  by  a  state  agency" .  Selection  procedures  for 
consulting  services  are  outlined  in  sections  18-8-104  and  18-8-105, 
MCA.  These  procedures  require  a  bid  process  for  all  services 
exceeding  $5000.  Other  procurement  laws  such  as  Title  18,  Chapter  4, 
MCA,  require  sealed  bids  for  services,  but  exclude  consulting  services. 

Management  Memo  4-83-1 R  outlines  selection  procedures  for  all 
private  professional  consulting  services ,  including  those  exempt  from 
sections  18-8-104  and  18-8-105,  MCA,  (i.e.,  medical  doctors ,  architects 
and    engineers).        Management    Memo    4-81-4R    defines    professional 
personal   services   by   including   medical,    reUgious,    legal,    lecturing, 
auditing,    investigating,    consulting,    and   similar   services   which   are 
exempt  from  the  established  competitive  bidding  process.     This  memo 
seems  to  imply  these  services  are  not  subject  to  purchasing  laws. 

In  addition,  consulting  services  are  defined  as  not  including 
services  for  periodic  or  routine  reports.  As  a  result,  agencies  are 
inconsistent  in  defining  services  as  "routine"  work  or  a  consulting 
service.  For  example,  ongoing  computer  processing  and  assistance  on 
grants  and  studies  would  be  considered  routine  for  several  agencies 
but  consulting  for  other  agencies.  In  some  cases  the  services  provided 
by  a  single  contractor  were  both  consulting  and  professional  services. 
Many  of  these  transactions  did  not  have  written  contracts,  and  may 
not  have  been  in  compliance  with  state  law.  Management  Memos,  or 
purchasing  guidelines.  Determination  of  compliance  would  depend  on 
how  the  service  was  defined. 


12 


Laws  and  management  memos  should  provide  clear  guidelines  for 
agencies  to  follow  in  the  management  of  professional  services,  as  well 
as  consulting  services.  Clarification  of  guidelines  would  help  provide 
consistency  in  the  treatment  of  these  contracts,  and  would  provide 
better  information  for  the  agencies.  At  this  time  agencies  are  placed 
in  a  difficult  position  because  the  definitions  and  laws  do  not 
adequately  clarify  agency  procedures  in  contracting  for  all  professional 
and  consulting  services. 

SUMMARY 


State  agencies  have  inconsistently  applied  contracted  services 
guidehnes  because  of  existing  definitions  and  incomplete  requirements . 
Legislation  could  be  drafted  to  clarify  these  definitions  and 
requirements . 

RECOMMENDATION  #2 

WE  RECOMMEND  LEGISLATION  BE  ENACTED  TO  CLARIFY  THE 

DEFINITIONS    OF,    AND    EXEMPTIONS    TO,    CONSULTING    AND 

PROFESSIONAL  SERVICES. 
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CHAPTER    IV 
COMPLIANCE  ISSUES 

State  laws  and  policies  relating  to  contracted  services  detail 
procedures  state  agencies  must  follow  when  contracting  for  services. 
We  tested  compliance  with  these  laws  and  policies.  This  chapter 
details  noncompliance  areas. 

Noncompliance  with  applicable  laws  was  identified  in  every 
agency  visited,  the  extent  of  which  varied  at  each  agency.  The 
following  chart  illustrates  the  compliance  issues  we  reviewed  at  each 
of  the  15  agencies.  The  number  of  agencies  not  in  compUance  \/ith 
the  various  issues  are  illustrated  below.  The  noncompliance  issues 
outlined  in  the  chart  are  addressed  in  the  following  report  sections. 

COMPLIANCE  ISSUES 
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EMPLOYMENT   STATUS 

During  our  review  of  state  agencies,  we  tested  the  employment 
status  of  contractors  to  determine  if  an  employee /employer  relationship 
existed.  We  did  this  by  using  criteria  established  in  Management 
Memo  4-81 -4R  and  criteria  used  by  the  Department  of  Labor  and 
Industry  Audit  Bureau  during  their  Workers'  Compensation  and 
Unemployment  Insurance  reviews.  This  criteria  includes  determining 
how  wages  are  paid,  who  provides  equipment  for  the  job,  and  how  the 
contract  could  be  terminated. 

In  reviewing  15  state  agencies,  we  found  72  examples  within  589 
transactions  with  independent  contractors  which  could  be  construed  as 
employee /employer     relationships.  Examples     of     this     relationship 

included  paying  contractors  on  a  regular  wage  basis,  directly 
supervising  the  "contractor",  furnishing  equipment  to  the  contractor, 
and  providing  related  job  training. 

Contracts  which  met  the  employee /employer  criteria  have  resulted 
in  several  state  agencies  owing  benefits  to  the  Unemployment 
Insurance  Division  and  Workers'  Compensation  Division.  The  Federal 
government's  Internal  Revenue  Service  has  also  reviewed  this  area  and 
imposed  penalties  against  some  departments.  The  amount  of  penalties 
are  not  known  for  all  agencies  because  findings  are  still  being 
negotiated . 

Employee /employer  relationships  occur  due  to  lack  of  knowledge 
of  employment  requirements.  As  a  result,  agencies  have  not  clearly 
established  the  employment  status  of  contractors.  Although  occasional 
reviews  are  performed  by  the  Audit  Bureau  of  the  Department  of 
Labor  and  Industry  to  identify  noncompliance,  communication  of  the 
criteria  used  in  making  employee /employer  determinations  has  not  been 
provided  to  all  state  agencies.  The  Governor  could  designate  a  lead 
agency  to  educate  and  communicate  to  all  agencies  the  various 
criteria . 

WORKERS'   COMPENSATION  CERTIFICATION 


Management     Memo     4-81-4R     requires     certification     from     the 
Workers'  Compensation  Division  establishing  that  the  contractor  either 
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has  approved  workers'  compensation  coverage  or  an  exemption.  By 
receiving  this  documentation  of  certification,  the  contracting  agency 
liability  could  be  lessened  for  on-the-job  injuries  to  the  contractor. 
Under  section  39-71-405,  MCA,  the  burden  is  on  the  agency  to  ensure 
coverage.  The  law  states  an  employer  (the  state)  is  liable  for  payment 
of  benefits  if  the  contractor  has  not  complied  with  the  coverage 
requirements  outlined  in  the  law. 

During  our  review  of  15  agencies,  we  found  very  few  agencies 
actually  require  documentation  of  written  certification  from  the 
contractor  to  confirm  an  exemption  or  coverage.  For  the  589  written 
contracts  that  were  reviewed,  we  found  331  contracts  were  missing 
documentation  of  Workers'  Compensation  certification. 

Documentation  of  certification  is  not  being  obtained  due  to  time 
Limitations  for  services  needed  and  lack  of  knowledge  of  requirements. 
Education  addressing  these  requirements  and  the  benefits  of  obtaining 
certification  will  aid  in  ensuring  compliance.  Education  would  provide 
departments  the  opportunity  to  learn  more  about  these  requirements 
and  the  effect  of  inadequate  workers'  compensation  coverage. 

CONTRACT   REQUIREMENTS 

Management  Memo  4-81 -4R,  outlines  guidelines  for  preparation 
and  control  of  professional  services  contracts.  In  the  memo  is  the 
statement:  "although  this  management  memo  specifically  addresses 
professional  personal  services  contracts,  good  contract  management 
dictates  that  similar  guidelines  should  be  followed  when  administering 
any  contract" .  We  used  this  guideline  along  with  other  minimum 
requirements  described  in  the  memo  as  our  criteria  for  all  agency 
contracts  we  examined. 

At  14  of  15  agencies  audited,  we  found  contracts  missing  specific 
requirements  recommended  by  Management  Memo  4-81-4R.      At  three 
agencies  all  contracts  were  missing  some  requirements. 

The  minimum  requirements  of  Management  Memo  4-81 -4R  include 

the  following: 

1.       parties    -    name  and   address  of  each  party,    including  IRS 
identifying  number; 
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2.  purpose  -  intent  of  the  contract; 

3.  duties  -  clear  description  of  work  and  final  product; 

4.  compensation    -    maximum   amount   and   method   of  payment, 
means  by  which  contractor  requests  payment ,  and  travel  and 
lodging,   if  any; 

5.  time  of  performance  -  when  performance  will  begin  and  end; 

6.  liaison  -  name  and  title  of  individual  to  whom  contracted 
party  is  to  report; 

7.  agency  assistance  -  identify  assistance  state  provides; 

8.  ownership  and  publication  of  materials  -  which  party  owns 
working  papers  and  end  products; 

9.  employment  status  -  specify  which  employment  category  the 
individual/ organization  to  perform  the  service  belongs  (i.e. , 
independent  contractor  or  employee); 

10.  certification    of    comphance    with   section    39-71-401,    MCA- 
certifi  cation     is    required    from    the     Division    of    Workers' 
Compensation   estabUshing   the  independent   contractor  has 
workers'      compensation      coverage     or     has     an     approved 
exemption  from  coverage; 

11.  access  to  records  -  require  contracted  party  to  maintain 
records,   and  allow  access  where  required  by  law; 

12.  termination  and  default  -  how  the  contract  is  terminated; 

13.  venue  -  provide  that  any  litigation  concerning  the  contract 
shall  be  in  Lewis  and  Clark  County,  and  shall  be  interpreted 
according  to  the  laws  of  Montana; 

14.  assignment,  transfer,  and  subcontracting  -  no  assignment, 
transfer  or  subcontract  unless  all  parties  agree  in  writing; 

15.  modification  and  previous  agreements  -  contract  contains 
entire  agreement,  cannot  be  modified  unless  in  writing  and 
agreed  upon  by  both  parties; 

16.  date  -  indicate  date  upon  which  contract  is  made;   and 

17 .  legal  approval  -  to  ensure  the  above  minimum  requirements 
have  been  addressed,  and  the  contract  is  satisfactorily 
drafted,  each  contract  should  be  approved  by  a  lawyer  for 
the  agency,  and  approval  must  be  indicated  on  each 
contract.  A  form  contract  is  also  allowable  if  reviewed  and 
approved  by  the  attorney. 
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When  necessary  requirements  are  omitted  from  contracts  the 
contract  may  be  unclear.  For  example,  if  there  is  no  mention  in  the 
contract  of  who  is  responsible  for  workers'  compensation  coverage,  the 
state  could  be  liable  if  the  contractor  is  injured  and  does  not  have 
workers'  compensation  coverage.  If  employment  status  is  not  defined 
in  the  contract,  the  state  could  be  liable  for  benefits.  Unemployment 
and  Workers'  Compensation  Insurance,  and  federal  withholding  taxes. 
In  addition,  it  is  difficult  to  determine  actual  employment  status  if 
workers'  compensation,  termination /default,  compensation  method  and 
agency  assistance  are  not  expressed  in  the  contract. 

Requirements  are  missing  due  to  the  lack  of  a  process  to  inform 
agencies  of  the  requirements  and  lack  of  knowledge  of  the  possible 
effects  of  noncompliance.  The  Governor's  Office  issues  Management 
Memos  to  provide  uniform  information  and  guidance  to  all  Executive 
Branch  agencies.  We  believe  the  Governor's  Office  should  emphasize 
the  guidelines  currently  established  in  these  memos  and  follow-up  with 
agencies  to  ensure  requirements  are  being  followed.  If  noncompliance 
continues ,  an  educational  program  on  contract  procedures  could  be 
provided  to  further  inform  agencies  of  these  requirements. 

FURTHER   NONCOMPLIANCE   ISSUES 

During  our  audit  we  reviewed  several  other  areas  for  compliance 
with  applicable  state  laws  and  policies.  These  areas  included  selection 
procedures  for  professional  contracts,  purchasing  procedures, 
availability  of  a  central  bid  list  and  central  repository,  and  monitoring 
the     payment     process.  There     are     no     specific     sanctions     for 

noncompliance  in  these  areas  and  the  dollar  effect  on  agency 
operations  cannot  be  determined.  Although  direct  guidelines  in 
Montana  law  are  in  place,   noncompliance  is  still  occurring. 

Bid  Process 

We    found    documentation    for    selection    of    consulting    services 
contracts,  as  required  in  section  18-8-105,  MCA,  was  not  complete  at 
9   of   the    15   agencies   audited.         A    total   of  35   contracts   exceeding 
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$5000  each  were  not  competitively  bid  as  required  by  law,  and  there 
was  no  documentation  to  justify  these  contracts  as  a  sole  source 
procurement.     These  contracts  had  total  expenditures  of  $520,725. 

Bypassing  Purchasing 

We  also  discovered  agencies  are  bypassing  the  control  function  of 
submitting  requests  through  the  purchasing  system.  We  found  72  of 
589  transactions  during  our  review  where  requests  should  have  been 
submitted  through  either  the  agency's  purchasing  function  or  D  of  A 
Purchasing  Division.  The  transactions  were  not  strictly  consulting 
services,  as  they  also  included  other  services  provided  to  state 
agencies  by  outside  vendors.  Examples  of  these  transactions  are 
printing,  typing  and  stenography,  and  purchase  of  specially  designed 
pins.  By  not  submitting  these  transactions  through  purchasing,  the 
agencies  are  not  in  compliance  with  section  18-4-221,   MCA. 

Central  Bid  List  and  Central  Repository 

Nine  out  of  fifteen  agencies  audited  did  not  establish  a  central 
bid  list  before  contracting  with  private  consultants.  Seven  out  of 
fifteen  agencies  visited  also  did  not  have  a  central  repository  where 
copies  of  contracts  and  supporting  documentation  of  contracted 
services  are  filed.  Section  18-8-105,  MCA,  requires  "in  order  to 
contract  with  a  private  consultant,  a  state  agency  shall  establish  a  bid 
list  in  its  central  office."  Section  18-8-111,  MCA,  requires  agencies 
contracting  for  services  to  maintain  copies  of  all  documents,  films, 
recordings,  or  reports  of  intangible  results  in  the  central  office  of  the 
state  agency  or  repository  designated  by  the  state  agency. 

In  testing  these  areas,  we  could  not  determine  actual  effect  on 
state  government  operations.  Agency  documentation  does  not  provide 
us  with  the  information  to  determine  if  contract  selections  were  made 
fairly  and  without  favoritism.  In  addition,  the  lack  of  a  central  bid 
list  does  not  mean  all  interested  independent  contractors  were  not 
notified  during  the  bid  process;  however,  there  is  no  indication  they 
were  notified. 
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Monitoring  the  Payment  Process 

While  reviewing  our  sample  items,  we  found  some  payments  for 
contracted  services  in  10  out  of  15  agencies  which  appeared  to  be 
inappropriate.  For  example,  we  found  payments  exceeding  contract 
amounts,  payments  continuing  after  expiration  of  contracts,  and 
payments  recorded  to  wrong  contracts.  One  agency  had  17  contracts 
which  were  signed  after  payments  were  made  or  lacked  any  signatures . 
Another  agency  had  not  renewed  a  contract  for  over  a  year,  even 
though  payments  and  services  had  continued.  Other  illustrations  of 
inadequate  payment  controls  were  indicated  by  duplicate  payments  and 
payments  other  than  those  specified  in  the  written  contract.  In  oiie 
agency  no  system  was  available  for  accounting  personnel  to  identify 
applicable  payments  to  the  proper  contract. 

These  type  of  problems  occurred  due  to  lack  of  poUcies  and 
procedures  establishing  monitoring  guidelines  for  contract  payments. 
Agency  staff  indicated  guidelines  are  not  needed  "because  there  aren't 
many  contracts"  or  "its  understood  by  everyone  how  it  should  be 
done" . 

SUMMARY 


Overall  the  concerns  noted  signify  that  a  more  active 
management  oversight  role  is  needed  by  most  agencies  for  contracted 
services.  Noncompliance  with  state  laws  and  policies,  inappropriate 
payments,  and  inadequate  monitoring  are  all  results  of  limited 
management  of  this  area.  With  more  active  contract  management,  the 
fiscal  and  administrative  problems  could  be  reduced  and  would  help 
ensure  compliance  with  all  state  laws. 

To  initiate  more  active  management,  the  Governor  should 
emphasize    the    need    to    comply    with    state    laws    and    policies    and 
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designate  a  lead  agency  to  communicate  the  various  requirements  such 
as  employee /employer  criteria,  Workers'  Compensation  laws,  and 
contract  requirements. 

RECOMMENDATION  #3 


WE  RECOMMEND  THE  GOVERNOR: 

A)  ESTABLISH  A  LEAD  AGENCY  TO  EDUCATE  AND 
COMMUNICATE  TO  AGENCIES  THE  VARIOUS  CRITERIA 
FOR  INDEPENDENT   CONTRACTORS,   AND 

B)  EMPHASIZE  TO  STATE  AGENCIES  THE  NEED  FOR 
COMPLIANCE  WITH  STATE  PURCHASING  AND 
CONTRACTING  LAWS  AND  POLICIES. 
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AGENCY   RESPONSE 


DEPARTMENT  OF  ADMINISTRAT 

DIRECTOR'S  OFFICE 


TED  SCHWINDEN,  GOVERNOR 


'ilCEIVED 

SEP  "8  1987"^^"^'''-^""^'"'*^ 


(406)  444  2032 


STATE  OF  MONTANAi»umw»);  Liaitiiii^t 

MUUI  I  VflLENA.  MONTANA  59620 


September  8,  1987 


Jim  Pellegrini 

Deputy  Legislative  Auditor 

Office  of  the  Legislative  Auditor 

Room  135,  State  Capitol 

Helena,  MT   59620 

Dear  Jim: 

We  appreciate   the  opportunity 
recommendation,  which  follows. 

RECOMMENDATION  1 


WE  RECOMMEND  THE  DEPARTMENT  OF  ADMINISTRATION: 


to   respond   to  your   audit 


A) 

B) 
C) 

RESPONSE 


SOLICIT   INPUT    FROM   STATE    AGENCIES   REGARDING   THE 
DEFINITION  OF  CONTRACTED  SERVICES; 

CLARIFY  THE  DEFINITION  OF  CONTRACTED  SERVICES;  AND 

REVIEW  AND   DELETE  DUPLICATED   EXPENDITURE  OBJECT  CODES 
WITHIN  THE  2100  -  CONTRACTED  SERVICES  CATEGORY. 


A  and  B  -  Concur.  The  definition  of  contracted  services,  for 
purposes  of  coding  expenditures  to  the  SBAS  2100  object  codes,  is 
published  in  the  SBAS  ICC  Index  Manual.  Copies  of  this  manual 
are  provided  to  all  state  agencies.  We  will  update  the  manual  to 
clarify  the  type  of  expenditures  that  should  be  recorded  as 
"contracted  services." 

C  -  Concur.  Object  codes  within  the  2100  category  will  be 
reviewed  and  duplicates  deleted  effective  July  1,  1987. 

Sincerely, 

Ellen  Feaver 
Director 
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§tate  of  fflontntin 


RECEIVED 


'^PK^'x^'"-^W  ■iSrlena,  iBontnna  59G2a  5tr"0rao/ 

"^^^f^S"^  406-444-3  111 


MONTANA  LEGISLATIVE 
AUDITOR 


TED  SCHWINDEN 

GOVERNOR 


September  8,   1987 


Jim  Pellegrini 

Deputy  Legislative  Auditor 
Office  of  the  Legislative  Auditor 
Room  135,   State  Capitol 
Helena,  MT     59620 

Dear  Mr.   Pellegrini: 

We  appreciate  the  opportunity  to  respond  to  your  audit 
recommendation,  which  follows. 

RECOMMENDATION  3 

WE  RECOMMEND  THE  GOVERNOR: 

A)  ESTABLISH  A  LEAD  AGENCY  TO  EDUCATE  AND  COMMUNICATE 
TO  AGENCIES  THE  VARIOUS  CRITERIA.  FOR  INDEPENDENT 
CONTRACTORS. 

We  concur.     The  Department  of  Administration  will  work  with  the 
Department  of  Labor  and  Industry  and  the  Office  of  Budget  and 
Program  Planning  to  implement  this  recommendation. 

B)  EMPHASIZE  TO  STATE  AGENCIES  THE  NEED  FOR  COMPLIANCE 
WITH  STATE  PURCHASING  AND  CONTRACTING  LAWS  AND 
POLICIES. 

We  concur.     The  Department  of  Administration  will  take  the  lead  in 
clarifying  purchasing  and  contracting  laws  and  policies.     The 
Department's  efforts  will  include  training  seminars  for  agency 
personnel. 

Sincerely, 


TERESA  OLCOTT  COHEA 
Executive  Assistant 
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